currency-is supplied elastically (society gets all the currency it demands) and because currency has grown at an average rate of 5.75 percent since January 2001. Given the relative constancy of its growth, currency's share of M1 declines when checkable deposits grow rapidly. Indeed, currency's share of M1 has declined from 56 percent to 46 percent from November 2007 to December 2011.
The close relationship between the growth rates of required reserves and total checkable deposits reflects the fact that reserves requirements apply only to checkable deposits. A sharp spike occurred in the growth rates of checkable deposits and required reserves in association with the initial expansion of the The enormous quantity of excess reserves can create an even greater expansion in the money supply. It is important to note that the $308.7 billion increase in total checkable deposits since QE2 occurred with only a $27.5 billion increase in required reserves. This reflects the relatively low effective reserves requirement on checkable deposits, apparently about 9 percent ($27.5/$308.7). Hence, the increase in the money supply occurred with only a very modest reduction in excess reserves as shown in the second chart. The rapid growth in total checkable deposits occurred with only a modest effect on the level of excess reserves. Hence, the enormous quantity of excess reserves can create an even greater expansion in the money supply. While discussions of the money supply are nearly nonexistent in modern monetary theory and policy, both economic theory and historical experience suggest that a significant and persistent expansion in the money supply will be associated with a significant increase in the longer-run inflation rate. The recent acceleration in the growth of the money supply is of particular concern because the year-over-year consumer price index inflation for December 2011 is 3.0 percent and the year-over-year personal consumption expenditures inflation for November is 2.5 percent, both of which are already above the FOMC's implicit inflation target of 2 percent. ■
